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ECON303 (Challenge), Trimester 1 2014 


Answer any FOUR (4) of the EIGHT (8) questions provided 


All questions are of equal value 


Explain the sense in which the RBA is independent of the Federal Government. How 
independent is the RBA in reality? What is your opinion about the importance of the RBA’s 
independence for the Australian economy? 


2. With the aid of diagrams describe how interest rates serve an allocative function in the 
economy? Include in your discussion a description of the real rate of interest and the factors 
which determine it. 


Define ‘interest rate risk’. Explain the two types of interest rate risk. Explain duration and 
describe how an investor with a given holding period can use duration to reduce interest rate 
risk? 


4. Describe the term structure of interest rates including a discussion about the different theories 
that explain changes in the term structure. Are these theories in any way related or are they 
alternative explanations of the term structure? 


Using a diagram, describe the effects an RBA intervention in foreign currency markets would 
have on the money supply and interest rates. Using two examples, describe how and discuss 
why the RBA would sterilise these actions. 


6. Describe the basic balance-sheet equation of a commercial bank and use it to explain the 
profitability versus safety and liquidity dilemma facing bank management. 


7. What are the differences between the futures and the forward markets? What are the advantages 
and disadvantages associated with using each of these markets? 


How does the prudential framework manage the liquidity risk of regulated institutions? Why is 
this important? 


Please remember - This examination question paper MUST BE HANDED IN. Failure to do so may 
result in the cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 


